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RaOCa Could Begin
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2 V.....
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_Driv.n by Huge
Dllcounts on Wholes.I.
Long Distance Tr.nsport

customers), we suspect that most of the 8% decfin••t the gross m.rgin level will
f.n to .nd magnify at the pretax .nd aft.r tax fines u well. In ahort, 10% sh.re )
loss for the long distance comp.nl.s could transl.te Into 1% groas m.rgin
loIS .nd .n .v.n ,,...ter p.rcentag. of profits. (And. if the RBOCs self·su~~1y

long distance capacity. or hand inter·regional traffic to each other, the losses
would increase even further.)

This will put enormous pressure on the long distance carriers to try to offset the
losses by either .dditional headcount cuts and/or new business ventures,
including capital intensive .nd dilutive forays into building or buying their own local
telephony facilities - the latter another reason for our bullish view of those with
local network infrastructure .Iready in the ground, such as MFS.

W. beU.ve the final details of the Act and its provisions for RBOC .ntry into long
distance, local res.I., joint marketing of service., and requirements for a
separ.t. subsidiary benefit .re far more f.vorable for the RBOCs than many
realize. Indeed. we believe many RBOC .xecutives .nd lobbyists remain quietly
amazed at how the shift from last yaar's Oemocrat-eontrolled to thi. years
RepubJican-eontroUed Congress r.sult.d in a significant w.ak.ning of the
facilities·based competition precondition, delayed AT&T's MCI's and Sprint's joint
marketing of local and long distance seMe's and delayed intra·LATA toll dialing
p.rity for states in which it had not yet been ord.red. (Appendix 1 details the key
provisions of the law).

According to the new law, without any precondftfona the RIOCs can offar
long distance service out-of",,/on via a separate aubsldlary .nd alao )
can-for the fi...t tlrM-bundl. cellul., Md Ioal ••rvIce In-Iwg/on. While
thes. new frHcIoml are nice, we do not expect to be increuing our EPS or
growth .stimates given the small aiD of the celtuJar long distance market (only
about S1.5 bilion of the sea billion long distance m.rket) and the limited way in
which WI expect RaOCs to ...k out-of-region market share.

--However, i1 order to offer long distance IIrvice in-region in • given state. an
RBOC must meet the 14-point open interconnection checklist .nd prove the
existence of • f.cHitiea-bued competitor in both the businal and resid.ntial
m.rkets. W. think It will taka .bout 1. 112 ye.... until the fim RIOC
(probably NVNIX in NY or Amerltech In IlIInola or Michigan) hal met the
precondition. .nd received the 'CC'. .pproval to offer In-reglon long­
distance. GTE, however, is not required to meet the checkIiIt, facilities-bued
competitor precondition nor the pubflC interest tast and thus can offer long
dIstanca service almost immediately to its in-region customers and is not forced
to 1111 long distance through. separate lubsidiary.

The incremental profits to be realiZed from long distance .ntry are significant and
the up-front dilution to enter the business will be n.gligible. This is becaull the
RSOe. .nd GTI can otter long distance IIrvice with v.ry low c.pital
Investment, very little construction time, v.ry strong brand from the
atarting g.t., .nd the Industry's highest volume .nd thus strong.st buying
pow.r for .....d who....I.long dlatanCl capacity. Therefore••n RBOe will
be .ble to bargain for huge voIum. discounts that are Iik.1y to grow over time as
RBOC long distance share and thus negotiating lev.rag. grows.

AI dilcusSld .bove. we believe in the near·term, long distlnce companilS will )
continue to announce contracts to provide RBCC, with long distance transport
(net of .ccess) .t wholesale rates near 2 or 3 c.nts per minute-huge 70-80·/.
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discounts off the 10 cents (net of access) currantly colJlcted by the long distance
companies from retail customers. The RBOCs willlik.1y focus their efforts on and
gain most lhare In the consumer and lmall business markltl. where the profit
margins are lignificantty higher than the already deeply d"lSCOUnted and highly
competitive large business mark.t. (Incidentally, AT&,..s revenue and profit mix is
disproportionat.1y exposed to the· consumer s.gment) A bonus for some
RBOCs. especially NYNEX, PacifIC Telesis and SBC, will be access to the
intemationallong distance market - the market with the highes1 profit per minute
in tl'le industry.

Th. Increm.ntal margin. will be .ven mo... attractive If the RBOe. u.. th.lr
own .witche. and fiber optica to carry In-reglon calls from, e.g., Los Angeles
to San Francisco or D.C. to Phlladelphia-4n effect, taking a long distlnca
company's retail yield of SO.1Clmln. to zero. This would not be a difficult
undertaking given that RBOCs alrudy have some capacity In place, men
upgrades are not expensive relative to current RBOe capital budg_ and 40% of
all long distance minutes originate and termlnat. in the IIInI region. Even worse
would be if 2 or more RBOes agree to ..nd traffic to each other-thereby
incr.asing the 40% number to much higher and itlcreuing the bypass risk to the
long distance networks. This - along with potentIaJ synergies from redundant
staff, overhead and even lome rltld operations - is tne driving factor behind
recent speculation of consolidation among the RBOCs.

Conversely, thl opposlt. is true for long diI1ancl companies or other competitors
Intiring the local market - LoCIII market entry will be v.ry expenalve and
time conlumfng and the who...... discount for Ioca........ will be much
lea. attractlv. from the foDowing rusons:

• Bundled Local A..... Rat.. Win Enable Aloea to "e.WI' 10010% of
Share Loaa: ASOCs Will be required to ,..en fUlly bundled local aervice (i.e.,
the fuR complement oIloc11 monIhIy uMce, meuuNd ..Nice, accea) at
-retail price .... 11III and marketing and other avoided costs-. This II about
the best definition an RBOC could uk for, U 1hey wi haw to deduct only
avoidable coati. Some haw argued the RBOCs wi deeply discOunt the
bundled re" price because otherwise companill Uke A.T&T Wl1 acceleratl
their facilities-baled bypau investments. While we believe there is aome merit
to this argument. we expect the R80CI to target their price cuts only to thole
areas about to be besieged by auch bypuHrs. Given the long lead times and
huge capital irwatmIntI needed to build out JocII networks. and given AT&T'.
apparent retuctance to tilt meatora with unexpected dilution. we lutPeCt the
trend downward from 20-30% dIIcounIa will be a gradual one, not the
CItIcfylmic one enviIioned by some.

• Unbundled Local ........ Not It Cr8arn-Sldmmlng Opportunity: RBOC
competitors will be aIoMd to buy local network elements and futures (e.g.,
last mile, switching, 811 and 411 MrviceI. etc.) at -COlt plus a ruaonabll
profit". Given that the lilt mile, which is the hardest part of the Icc:al network
for new compettlors and..lie" to _leite, is currently priced far betow COlt
by any standard, It is likely re...." of Ltftbundled elements will hive to PlY a
premium (not a cfllCOunt u implied by some) for those elements, luch u tI'le
last mile. that they cannot HIf-pnMde. The ..... issUI is how much contribution
new entrants will hIYe to make to universal aervicl and to coverage of
subsidiel for IoCII line rentall-i.e., will new entrants be abll to creamlkim
underneath the unbalanced rate structure? This is handled in aeparate
provisions·and will be decided by "e and flderel regulators tog.tner; and is
obviously a huge iuue in terms of dollars. With the cost-plus profit· concept
written into the Conference Report, statl regulators i1volYed, u well u the
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No Joint Marketing of
Services by LD Cos and
Inu-.·LATA Dialing Parity
Delayed Until RBOCs
Allowed into LD

The New Law Will
Continue to Lead to
Announcements that
Supp0f10ur
Conclusions:

GTE', Long DI,tance
Goal: 10% Market Share
WIthin 12 Months

cellular LD Offered by
several R80C, II GTE

Whole,ale Contracts With
WoridCom and LCI

ShaI,. Gain, and
Attractive
Whole..leJRetaii Spread
In cellular LD Highlights
undUne Opportunity

- ,·~inant roJe of nnI senatol'l, we are quite comfortable that RBOCI will not
find themselves being crumskimmlCl by new entrants taking advantage of )
politically.forced, unbalanced rate structures.

In Iddltlon, long distance carriers' opportunity to gain sha,.. and profit. In
the Intra-LATA toll market will be delayed as a result of provisions that. with
the exception of 28 -grandfatherecr ltates, would forestall the implementation of
dialing parity rules until an RBOC has beln given approval to provide long
distanc. or until 3 years have passed, whichever is .arti.r.

Finally, the long distance companies will also not be allowed to bundle local and
long distance until the RSOCa are allowed to offer long distance. however, they
continue to be allowed to offer long distance (inter-LATA) and toll (intra-LATA)
calling u a packag. in those states allowing intra-LATA toll competition.

W. believe the next 5-9 months win continue to bring many announcements by
the RBOCs/GTE and long distance companies that will raise investor awareness
of the risks for long distance carriers anet the opportunities for the RBOCs/GTE.

-4ndeed, Soon After P,...'dent Clinton Signed the 811I, The Following
Announcements Were Made Which Reinforce Our View,:

,. GTE's disclosu,.. It Its regular Quanerty meeting that It expects to be offering
long distance services to Its in-region customers before the first Quarter ends
and intends to gain , 0% of its addressable long distance market within '2
months and at the same time maintain its '0% EPS growth objective for the
foreseeable future;

2. The immecfllte oftering of long crlltance ,eNice to cellular customers by J.
AmeritlCh, BeIISouth, Bell AtlanticJNYNEX Mobile, Southwestem Ben Mobile
and GTE,

3. TheM HIM companies announcing volume and term contracts with
Worfdcom and Let for whofHafl tong distance capacity at rat.. that are
surely in the 2-4 centlminut. range; scaling down to the lower Ind of that
range as ~ume thresholds are met;

4. Ameritech's indication a WHk ago that it had already convened 784
(probably more now) of its '.9 million cellular custome,.. from AT&T, MCI,
Sprint, etc. to AmeritlCh', long distance IIrvice which means going forward
Ameritech - no longer the tong crlltancl companies - will reap the
profitabfe artIitrage between rltd ceBular long distance rat.. of 20-30
cents/minute (net of access) and the 2-4 cent whole.... COlt (a110 net of
access). We note cellular long distance accounts for only 2-3% of the 567
biUion long distance market and the RBCC. are unlikely to convert more
than 25% of their cellular CUltomIl'I. For thue reasons, we view cellular
long distance u only a small opportunity for the RBOCs and a .mall threat
to the long distance carriers. Nevertheless, it serves to highlight the retail
versus wholesale price arbitrage opportunity made available to the RBOCs
by the legislation and by the RBOCs' buying power vii a vis 4 long distance
network suppliers. It also IIrves to highlight the risk of commoditization that
long distance companill will .xperience to the extent the FCC approves
RBOCs' offering long distance .ervice to in-region wireline customers and to
the extent the RBOCs gain long distance market share;

)
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FCC Aapid Publication of

(
Rules For ABOC.
Aeviewl, Out of Region
LD Applications Already
Filed by BEL and SSC

5. The FCC's rapid publication of proposed Nles for r8V1eWlng RBOC
applications to provide long distance IIMce to out-of-region customers. In
this regard, Bell Atlantic has announced plans to offer service i'I 5 states
(Texu, Florida. South and North Carolina, and Illinois) and SSC announced
plans to do the lame in thole portions of 16 out--of·region state, in which it
operates cellular One. sac intend, to offe, a bundled package of ceUula"
long distance and possibly local ,ervices - all under the well-eltabtilhed
Cellular One brand. So much for the IacJc of out--of-..-gion brand power for
this RSOC, at least!
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( Fourth Quarter
Results In Line
with
Expectations

Estimate Increase for
BEL, NYN and GTE,
Decrease for USW
and PAC

i' Line Growth and
Minute Growth
Accelerate

I

The RBOCa' rKUfring earnings in the fourth quan.r ..,. in line with
.xpectations. Four of the s.ven RBOCs and GTE but our estimates (NYNEX by
SO.04, B.U Atlantic by $0.03, B.lISouth, Pacific Telesis and GTE .ach by SO.01).
SSC and U S WEST we,. both slightly below our estimates and Ameritech
reported 40 recurring EPS equal to OUT estimat.. The RSOCs recurring fourth
quart.r EPS growth av.rag.d 5.8%, in fine with the third quart.r's growth and our
5.9% forecast. Bell Atlantic led the RSOCs with an EPS gain of 18."%, followed
by NYNEX (12.3%), Ameritech (11.r.4), GTE (10.4%), BenSouth (8."") and SSC
(8.0%). Pacific Telesis showed the Wlak.st fourth quart.T results with a recurring
EPS d.cline of 12.6%. U S WEST Communications' fourth quart.r EPS were
down S.r.4 from the ~ar ago fourth quart.r. Excluding PacT., and U S WEST,
EPS growth for the ,.maining five RBOCs av.raged an impressive 9.0% in the
fourth quart.r, down lfightly from the third quart.r's10.3%.

Following the fourth quart.r results, WI raised our 1996 and 1997 estimat.s for
Bell Atlantic (by SO.05 .ach to 54.20 and 54.55) and for NYNEX (alio by SO.OS to
$3.55 and $3.8S). W. also rais.d our 1996 estimate for GTE from $2.85 to a
range of $2.85-2.90. W.lowered our 1996 and 1997estimat.s for US WEST by
SO.05 each to $2.45 and S2.60. W. also lowered our 1997 estimat. for Pacific
T.lesi. by $0.12 to reflect great.r dilution from PCS. For aU seven RBOCs
together, WI now fol'lCUt average recurring EPS growth of 7.5% in 1996 and
6.4~. in 1i97. Excluding Pacific T.lesis and U S WEST we forecast average
growth of 9.4% in both 19e6 and 1997.

Acce•• tine growth averaged 3.9% in the fourth quarter, slightly bItlIr than OUT
forecast and the third quarter's 3.1%. High usage butines. JIne growth
accelerat.d to 6.6%, up from the third quarters 6.3%, while residential line growth
accelerated atighUy to 2.1% from 2.~4 in the third quart.r due to continued
aggressive second line mark.ting campaigns by aD of the RBOCs and increasing
second line penetration. Roughly half of new residlntiallinu al'lllCOnd lines for
fax machines, home officeI. children. etc. FUler bulinus lint growth relative to
residential &ne growth is leading to an incramentaJly richer mix in the average
RSOc-. euatomer baH. The RBOCs are aJso actively promoting special f.atures
such • Caler 10, can Waiting and voice mess.ging to dm. residlntial revenue
and operating income per Hne.

GTE showed the greatest Irnprowment In line growth, jumping 50 buil points to
6.2% from the third quarter's 5.7%, followed by NYNEX with a 40 buis point
improvement. and Pacific T.lnis and saC. uch with a 30 buis point
improvement. GTE again led the group with totaIlne growth of la, followed by
BeISouIh. ArneriIec:h and sac an with 4.5% line growth and U S WEST with
4.2% growth. Pacific T.... dupit. a 30 buis point acceleration. continua to
Jag the group with line growth of only 3.0%. NYNEX led the group in bulinessline
growth improvement, with • 90 basil point jump from 5.8% in 30 to 1.7% in 40.
Pacific T.lesis improved 50 basis points and SBC 40 basil points. BeJJSouth
reported the strongest business line growth, 7.9% yur-over-year, up form 7."~

in the third quarter. .

Average long distance minutes of us. grew 8.8% ~ar-over-yur in the fourth
quart.r, down 20 basil points from the third quarter's 9.8%. Pacific Telesis Jed
the group with minute growth of 11.0%, followed by GTE (10.7%), NYNEX
(10...·4) and SSC (10.0%). NYNEX .how.d the g....t.st sequential improvem.nt•

. jumping 100 Wi' points from the third quarter's 9.4% growth.
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·4Q Cellular
Results Bett.,
Than Expected

Average Annualized
Penetration Gain of
3.4%, Up From 3.1"
In 4094

A ver.ge Subscriber
Growth of 39% W.s
Setter Than Expected

c.llul.r Revenues Up
28.5", Rev/Sub Trend
Improved

Oper.tlng Cash Flow
Margins Improved

The 1995 Christmas .euon wu one of tht stronge.t ewr in terms of net adds.
The stronger than expected 40 cellular gains Wire the result of moll advertising ,
ana promotional expenditu~ relative to prior Quart.rs. We beliew the RBOCs
anticipated very strong advertising campaigns from AT&T Wirele•• and Mel
Wireless in their first Christmas s.ason as cellular s.rvic. provide,. and wisely
opted to save their spending (IS evidenced by a very weak 30) for extra-heavy
spending in the fourth Quarter.

The RBOCs' cellular operations had a betttr than expected fourth Quarter, with an
average annual penetration gain of 3.38%, much betttr than our forwcast of 3.1 %
and up significantly from the third Quart.r's 1.~.4 due to .easonal trends. The
3.38% penetration gain was also significantly better than the year ago fourth
quarter's 2.54%. Almost au to the RSOCa reported suDseribtr additions were
better than our forecast. The biggest su~riae was from Amentech, which ltd the
group with an annualized penetration gain of 4.1% VI. our forecast of 3.7% and
up over 100 basis points from 3.0-.4 in the year ago fourth Quarter. U S WEST
New Vector (now part of U S WEST Media Group) reported the second best
annuaiiztd penetration gain in the fourth quarter - just under 4.0% and also up
100 basil points from the year-ago fourth quarter. As expected, Ben
AtianticlNYNEX Mobile (BANM) reported the lowest annuaiiztd penetration gain
of the RBOes. out its 2.~k was stUI much better than 40;4's 2.3%. GTE reported
an annualized penetration gain of only 1.2%, down significantly from 4094's 2.4%
as GTE (according to company management) is directing its attention toward
adding ~tter- quaJitY' customers and reducing its "way too high- 2."'.4 monthly
chum rate (industry average chum is about 2%).

RBOC subscriber growth averaged 3ge.4 year-over-year, down from 42% in the
pnor quarter due to the larger subscribtr bue, but bett.r than our SS-.4 forecast. "
Average total penetration for the group is now 6.8%. ltd by sac with 9.1%
penetration. U S WEST. New VtclOr reported the strongest growth with
subscribers up 51.1% year-over-year and total penetration of 7.5-4, followe6 by
Amtritech with growth of 45.6% yur-ov.r-year and total penetration of 7."'.4.

For the four companies that dilcloat revenue data, ctHular rwwnues grft' an
average 28.5% annually. cotnpItId to • 39% average gain in the number of
subscribers. The gap rtfItctI an average 9% year-over-year decline in rtWnue
per subscriber in the fourth quarter, tetter than the third quarter's 10% average
dtcIint. BtIlSouth and SSC showed the lowest estimated revenue per subscriber
decline (3.2% and 1.1%....spectively). but aIIo reported the slowtst yur-over·
year .ubscriber growth due to ICIItd back .peciaI promotionI and discounts.
Contrast US WEST. which reported the strongest quartlrty gains, but a revlnue
per lubscriber decline of 12%. BANM reported a 14% year-over-year decline,
mainly due to sptCiaJ roaming rates aJong the tu1 COIIt implemented in the third
quarter foUowing the SAMlNYNEX Mobile merg.r(SO.58 per minute, Maine to
Washington D.C) and the roll-out of sptC1af discounted local .,.a calling plans.

For the four companies that report data, cellular operating cash flow margins
lveraged 3.,..4, up from 32% in the year ago fourth quarter, but down from 43% in
the third quarter due to the usual increue in customer acquisition costs in 40.
BANM ltd the group with an OCF margin of "%, a surprising improvement from
30's 43% and up significantly from 24% In the yelr-ago 4Q - evidence of the
synergies the joint venture and much larger footprint can provide. BtllSouth
reported and OCF margin of 42%, up from 40;4', 40%. SBC reported and OCF
margin of 40%. up from 35% in the year-ago quarter. F"maIIy. U S WESrs OCF
margin dropped to 22% from 24% in 4084, not su~rising given its strong •
subscriber growth (thus high customer acquisition costa) in 40. GTE's operating •
cash flow margins improved from 30.2-.4 in 4094 to 38.4%.
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4Q In-Line and Up
11% Year Over Year•••

~.

Setter than Expected
Top Line Growth Wa.
Off.et by Higher than
Expected Operating
Expenses

Intere.t and Other
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Fourth Qua"er
Normalization
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• Ameritach reported fourth quarttr EPS of SO.74, including a one-time
restructuring chargt of SO.16. Excluding this one·timt charge, Amemech
tamed $0.9OIshare, equal to our estimate and up $0.09 or 11-~ from the year
ago fourth quarttr, its strongest quart.rly growth tv.r and its ninth straigl'rt
quarter of doublMigit .aming. growth. For full year 1995. recurring EPS
totaled $3.41, up 11% from 1994'.53.07. W. made no change to our 1996
and 1997 estimate. of 53.75 and $4.15, respectively.

• Arneritech grew total revenues 11% yIy, wen above our forecaSted growth of
7.4-4. The strong growth was driven by a 33.7-4 increase in -Directory and
Other- which includes wire.s Nvenut growth and about 575 million (10
perc.ntage points of growth) in NvenUI. from Ameritech'. new alarm
monitoring business. Offsetting the better than expected revenue growth was
an ,,% incr.ase in normalized operating .xpense., also well above our
forecast of "-4 driven by a 2,2-4 incrust in -other operating expenses· which
includ.d $70 million of security monitoring expenses, increased expenditures
on marketing, customer servict and systems dev.lopm.nt, as wtll as about
$70 million in yur..nd accounting adjustments and accruaII. Tax.. other
than incom. dropped 25% year-over-yaar dut to property tax adjultmtntl in
tllinois and Ohio. On-going headcount reductions drove .rnpIoyH related
.xpenus down by 1.9% yly VI. • 4.1% incrust in 3Q - total employees
d.clined 1.2% yly and Network .~loyHs declined 7.5% from year..nd 1994.

• NorrnarlUd operating incornt grew 10.7'% yly, lower than our forecast of 15-~.

but below the line 'xptnsa weN lower than expected, bringing EPS back in­
lint w::n OUi iol'KUt. inter.st .xpense tcWtd 5113 million VI. our forecast
and the third quarter'. $119 milion, whJJe other income jumped to $79 million
from 543 miBion in the year·ago quarter and $47 million (normaliZed in 30) due
to a leveraged ESOP gain of about $12 million and incruIed contribution from
inttrnational investmtntl, primarily in New Zealand, Hungary and Poland. The
efttctive tax rate of 33.2% was lower than our forecast of 35.5% u Amtrfttch
utiliZed int.rnational tax credltl in the quart.r. W. continue to forecast an
eHtctivt tax rate of 35.5% going forward.

• AmtrItId\ rnade a number of ad)ultmtntl and -m.-upswln.c. W. highlight
the fonowing: (1) • $13 million depreciation expense -.rw-upw In 11IinoiI; (2) •
S27.4 out.of-perlDd Nduetion in property tax.. in Uinois and Ohio; (3) a $70
million Incrust in .xpens.. for tnd-of-year accruals and accounting
adjustments; (.) a S12 milion gain in its leveraged ESOP plan; and (5)
utiJizltion of int.mational tax credits that Nductd Amtritteh', tfflCtivt tax
rate. We are highlighting thtH ilerna .oJtJy for the purpose of forecasting
going forward. but art not normalizing 40 "sulls - in our view, such
adjustm.nts occur frequently in the fourth quarter and any net ont-time
gainllolS in 40 would be offset by the appropriate "statement of the three
prior quart.rs' recurring EPS, making It a wah for the full year. Th.refore, we
are only normaliZing 40 multi for the SO.16 Nsttueturing charge.
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Strong Revenue
Growth was Driven
by Very Strong Line
Growth•••

and LD Access
Minutes of Use
Growth

Cellular Adds
Significantly Setter
than Forecasted

Other Items to note:
Security Monitoring,
Long Distance and
C.bl.

•.....

6" Dividend Increa••
- A Good Sign of
Thing. to Come

• Access lines grew a very impressive 4.5%, better than our forlCUt and the
third quarter's 4.4%. Total line growth was stimulated by a 20 basis point CJ~
acceleration in residential line growth which jumped from 2.9% in 30 to 3.1%
in 40 due to rapid growth in second line installations. About 346.000 residential
second lines were Idded in the put 12 months bring second ina penetration
to 11% by the end of the fourth quarter. Total (business and residential)
additional lines grew 21% year-over-year - of the 818,000 total Unes added in
1ee5, about 400,000 were additional lints. Business lines grew I strong 7.2%,
in line with the third quarte", trend. The increaed mark.ting effort for .econd
lines is reflected in the 22% increase in other operating expense.; the majority
of which is marketing related.

• Access minutes of use growth accelerated to 9.1% year-over-yur in the fourth
quarter, better than our forecast and the third quarttris 8.7%. Acc:ess
revenues, however, were about flat with the year ago quarter reflecting about
S64 million in pric. cuts in intra and interstate aceess rate. including the very
large FCc-mandated cut effective August 1, 1ee5. ToD mtlllgII grew 5.3%
year-over.year, an improwment from the third qUlrt.r's 2.4% decline. Ton
revenue, however, increased by only 2.9% year-over-year due to continued toU
rate reductions.

• Ameritech reported a 46% year-over-year increase in cellular SUbscribers. a
.Iowdown from the third quarter's 47% growth. consistent with an expected
industry wide .Iowdown .. the .ubscriber but gets larger. In term of net
addl, however, AmeritlCh had its atrongut quarter ever. Amemech added
217,000 cellular subscribers for an annualiZed penetration gain of 4.1 %.
.ignificantly better than our forlCllt of 185,000 addl and penetration gain of
3.7%.. Average revenue per .ubscriber remains .tabft in the S55-6OImonrh &.
range - a trend bettlr than the industry average decIinI of about 10% year- •
over-ywar, and a trend we attribute to Ameritech's high qullity subscriber bue
- chum was less than 1% per month. remarkably half the industry average.

• In earty October, Amentech completed the acquisition of National Guardian, a
MCUrity monitoring system with IBM revenuea of· $250 million, and the
acquisition contributed positive operating income and cash flow in 40.

• Arnerittch Communications, Inc.. Arneritech', long distance subsidiary,
continues to prepanI for along distance waiver - it ernployl about 300 people
and has applied for IocaJ .xchange authority in Grand Rapids and Chicago,
allowing for bundlecllocaJ and long distance offerings u a aeparate .ublidiary.

• Ameritech alto continues II) expand ita video initiativu and employs about 480
people for new med'1I inItiativeI. Ameritech has been granted cable franchises
in 8 cities, with another 30 cities planned.

• Finally, On December 20, Ameriteeh', Board of Directors voted to raise the
quarterly dividend to SO.53 from 50.50 for an annual dividend of 52.12 VI.
12.00 - • ft incre.... Tha ft IncruH was .t the high end of our 5-6%
dividend growth fOl'lCllt and wen above the conHnsUi forecast of 4%. The
52.12 dividend implies • 1eee f)ayout ratio of 56.5% based on our 1996 EPS
eatimat. of $3.75 and a dividend yield of 3.6%. We view the incr.ase u a
sign that the company's management .hares our po.itiVI view of what the
future heidi for Am.mech (and the other RBOCs). Ameritech'. 6-4 inc,.... is
the largest by any RBOC since 18e1 and is Amerttlch's 12th consecutive
annual dividend increase. AmeritlCh's low payout ratio, combined with a 5-yur "
EPS growth forecut of , 0%. means ItrQng dividend growth in the 6+% range
is likely to continue for at Ieut the next few years.
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( Am.rltech:
Acce/erMt/on in Both
Lin. and Minute
Growth.

Cellular SubacrlHr Adds and ',netrltlon Gain-
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C.llular Gains In 40
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Investment
Conclusion

l

We continue to rate Amerfteen .... Accumulate el) In the iItermediate tam
and Buy (1) in the long-term (&'2-1-7) because ita valuation it very attractive (PIE
3% below the SIP 500), It II achieVing 10% EPS growth beforl counting the
likefy boost from long distance entry in a few years. it has already obtained price
cap regulation throughout ill Ita•• and b payout ratio is Iecond lowest of the
group and low enough to anticipate acceferating dividend growth going forwan:f. It
has a;gras,1Ye plans for entry into long diItancI • IYidInced by an a1rlldy­
established long distance .ubsidiary and bu.inIst plan. AmlritlCh alto continues
to expand Ita video inItiatMtI and employs about 480 people for new media
initiatives. We III a potential for 22% price apprKiation in the nut 12 months.
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40 Recurring EPS
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Tax Rate Lower than
Expected

As Expected, Line
Growth Acce/er.ted
Slightly, Minute
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• Bell Atlantic report.d 40 EPS of SO.S9, including a SO.Ollshare non-recurring
charge for d.bt ~inancing. Excluding this charge, recurring EPS were SO.9O
in 40, up 1S% from SO.76 (excluding $0.04 peso charge) in 4094, $0.03
above our estimat., and SO.02 above consensus. 1995 recurring EPS totaled
53.S8, up 10~.4 from S3.52 in 1994. We rais.d our 1996 & 1997 .stimat" by
SO.05 each to 14.20 (S.3% year-over-yur growth) and 14.55 (8.3% year-over­
year growth).

• Excluding discontinued operations, total revenues grew 1.ee4 yur-over-year,
better than our forecast of 0.5% due to stronger than .xpected network
revenue growth. Value added services revenue grew 13.8% VI. our forecast of
S·.4 and up from 11.4% growth in the third Quarter. This growth wasltimulated
by an aggressive Caller 10 promotion, which included a frH 10 -Box· give
away. Caller 10 penetration is now about 12.5·.4. NormaliZed operating
expenses were flat year-over-yur, slightly WOrM than our forecasted 1.5%
decline, partially due to the Caller IOlvertical,.rvice, promotion. Depreciation
WlS up only 1.0-.4 (normaliZed) from the ~.r-ago. Operating income totaled
5692 million, up 8.0% yur-over-year (excluding the .ffect of discontinued
operations) and in-rme with our forecast. BeD Atlantic',lfflCtive tax rate was
36.4% VI. our forecast of 38% and 30', 37.5%. W. now fol'Kllt an Iffective
tax rate of 31% going forward VI. our prior foracut of 38.0%.

• Ben Atlantic's line growth accelerated to 3.4%, in Jine with our .stimate and 10
buil points beUlr than the third Quart.r', 3.3% growth rate. The growth
resulted from a 2.4% incruM in residential lines (up from 30', 2.2%) u a
....ult of strong seconc:Ilne adds. Busintn line growth continued at 3O's 5.5%
rate. Accas minute growth decelerated ,lIghtty to 8.2% from S.3% in the third
Quarter.Intrutat.lCC8Is minut.s incrused 13.5%. ToU message. incrIUICl
1.8% ~ar-over·~ar, an improvement from 30', 1.4% dectinI a Ben Attantic
hal sJowed market share loll (which boom intrastate ICCIII minutlS).
Competitive toll rate rlductionl and .xpanded local caRing area contributed to
a 3.1% dlCllne intoO~. Ben Atlantic's average toR rate In New Jersey
fItS most competitive market) is now about SO.OIIminuti.

• On an combined buis, BANM added 313,000~ for an annualized
penetration gain of 2.8%. Cove our 10__ of 375,000 and 4QI4's 331,000.
Subscribefl grew 43.4% year over year to 3.38 million for a penetration rate of
6.0-4. Aevenutl grIW 1:1.3% year-over-yur due to a 14" )tMr-over-year
decline in revenue per subscriber. This decline is the result of lower rate per
minute roaming agreem.nts reached by BANM with s.rvice providefl along
the ealt cout On the PQlitiw Iide, and cJearIy reflecting the benefits of the
merger, operating cuh flow more than doubled to 1188 mBJion from sa5
miUion in 4094. Operating cuh flow margin improved to 44% from 24·4 in the
year-ago fount\. On a proportiona1. buis, BANM contributed 191 million to
pre-tax income (about SO.131share), up from only S14.9 million in the year ago
quarter.
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We continue to rate Bell Atlantic .,.. Accumulate (8-2-2-7) given its strong
regulatoty environment and .gg.....iYe plans for entry into long distance. BeD
Atlantic'. Iharu currently trade .t • 1% discount to the SIP 500'. IBM PIE
multiple and we ... • potential for 1n. price appr8Ciation over the next 12
months. Our target price of m is baNd on • target1.PIE multiple of 18.9x
(5% premium to our targeted ASOC .verage multiple). Aa Ihown by the
BAMlNYNEX mobile merger, ·BeI Atlantic is rudy to take .dvantage of
opportunities to actUeve .~rgiu, increased e.mlnga and competitive
advantages of an expanded geographic coverage am.

•
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• BellSouth eamed recurring EPS of 50.57 in the fourth Quarter. up 9.S-'" from
the year·ago recurring SO.52•• penny above our estimate and SO.02 above
consensus. BeIlSouth reported a loss of SO.1S/share in the fourth quarter
inclUding a 50.67 one-time charge for workforce restructuring and a SO.06
charge for debt refinancing. For the full yaar, BeIlSouth eamed $2.24 on a
recurring basis. up 8.2-" from $2.07 in 1994. We made no change to our' 996
or 1997 estimate. of $2.45 (9.5% growth) and 52.67 (8.7% growth).
respectively.

• The fourth quarter's 9.S% yly EPS growth was driven by tota' revenue growth
of 8.4% (or 7.5% net of directory accounting changes) which was much better
than ourforecut of 5.5%. Telco revenue growth of S.1-,4 was driven by local
revenue (including value added services) of 7.4% and interstate access
revenue growth of 10.1% (BLS'lharing accrual were down 573 million VI. the
year·ago 40 as the FCC allowed a full price cap option on interstate access
beginning in August 1995). Directory &Publishing revenues grew 26.2-4 yly. 9
pet. points of which was due to a change in accounting as required when
seUSouth'1 mOYed off of FAS 71 (now required to recognize aU revenue when
book is issued instead of alJccating revenues over the yaar of the inue). For
the full year vertical services (memory call, caller 10. etc.) revenues grew
20.5-,4 to 5773 miUion.

l

Operating Expense.
Up Too, But Le••
Dilution from RAM
.ndOthe,
Investments and
Lower Tax Rate

Line & Access Minute
Growth Slowed But
Stili Very Strong;
Marketing Costs for
V.n~a/Serv~esand

Second Lines is
Paying Off

• The strong revenue growth drove operating expense growth to 8.8% in 40
(lit. 7.0% excluding Hurricane Opal related coltS) VI. our foracut of 5.0%.
SGlA expenses MIre up '4.2%. worse than 30 10% growth due to greater
advertising expendltura designed to accelerated vertical service and cellular
growth. In addition. BeISouth increased expenditufu on network software
used for verticaJ service features. Colt of services & Products increa.ed 7.B-4
VI. our foracut of only 2.5% due to promotions related to BeHSouth's
brandname change and expeftlu incur'M to reltore Hrvice and repair lines
following HurriCane Opal. Thus, normalize operating income grew 4.1% yly.
lower than our fOtlCllt of 7%. Interelt expense was about S12 million higher
than we upectld ($182 mDlion) due to lOme overlapping of interelt payment
perfodI when 8eISouth con""" IhoIWerm into long term debt. We expect
a quarterly run rate of around $110 miUion going forward. Other expenle
(normaliZed) decreased by about sa million ynr-over-ygf due to greater
caJlular equity income and lell RAM dilution. Normalized pre-tax income grew
only 4.2% yIy. \II. our forwcut of n.. 8eISouth'. effectlYa tax rate was only
37.5%, lower 1han our forecut of 40% due to year..nes adjustments and
credits. We forecast an effective tax rate of abOut 39.5% going forward.

• Une growth decelerated to • .5% from 4.7% in the third quarter.~ our
forecut of 4.7% due to a.1ow down in new housing construction. The 4.5-4,
however. is ItiH one of the Itrongest growth rat.. of the RBOe group.
Residential seconcl Ine growth continues to accelerate and drive residential
line growth. ResidentiallICond IineI installed grew 21 % year-ever-year to '.3
million (9.5-,4 penetration) and contributed about $350 million to revenues in
, 995. Caller 10 lubseribers grew 120-,4 to over 2 million lubscribers and
memory caU (voice mail) subscribers grew 32% to 1.Smillion. Business line
growth accalerated to 7.&-,4 from 7.7-4 in the third quarter. with Georgia, North



Extremely Strong
Cellular Gains ­
Both Domestic•••

-

And International

~ _. ---~._--_.- -- --- - .._-

Carolina _and Kentucky reporting the strongtst growth rat.. (over 8.5%).
Ace.ss minute growth decelerated slightly to 9.0-4 from 9.7% in the third ~

quarter. Int.rstate ICC.SS minute. grew 7."''' and intrastate access minutes ~l
grew 13.1% u a result of 10XXX dial around - which caused a 16.8% year·
over·ye.r decline in IntraLATA toll messages.

• Be/lSouth Idded 303,000 domestic cellular subscribers in the fourth quarter for
an annualiz.d penetration gain of 3.0%. significantly better than our forecast of
280,000, the third qUlrt.r's 110,000 Ind the year ago founh quarter's 226,000.
Total domestic subscribers grew 32% yly to reach over 2.8 million for I total
penetration of over 7.1% VI. 5.5% It the end of 1994. Domestic cellular
revenues grew 29.5% and operating cash flow i~u.d 35% dUe to I year·
ovtr·year improv.m.nt in OCF margin from 40.5% in 4094 to 42.2% in 4095.
Average ,....nu. per domes1ie subscriber cleclined only 3ek to 5e1lmonth from
563 in 4094, much btft.r than our estimated industry Iverage decline of ge4.

• International cellular subscribers grew 81 % yelr~v.r·year and revenu.s grew
39%. In Latin America, revenu. per subscriber av.raged 5104/month, down
11% annually, and $4OImonth higher than domestic subscribers. Latin
American c.llular contribution dropped from about SO.03l.hare in 30 and
$0.02 in the year·ago Quart.r to less than a half a cent in 40 due to an $11
million loss from currency devaluatior, in Venezuela.

•

•
TellClOIft ...... - Z3 FItWuIry'_
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Bel/South: Line
Growth Slows But Still
Very Strong

C.llul.r a.ins
Recover in 40
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We rate BeJlSouth', aha,.. Accumulate in the intennediate tenn and Iong-tann
(B-2-2-7) because of ita below average cornpetittw riakI, low lkelihood of large
broadband inveltments, belQW (RlOe) average ,. EBITOA multiple, below
average dividend payout ratio and NCent decision to begin railing dividendi
again after 44 112 ~ars of no dividend growth. We also note that dHution from
RAM, GSM buildout in Germany, Optua~ other internationallnveatmtntl may
have already peaked - which could lead to ItrongIr yur-owr-yur growth going
forward. Note: On February 13 we lowered our Iong-tenn rating on SanSouth
lhares from Buy (1) to Accumulate (2) baled on price. Since mid-July, BeIlSouth
sha.rel had appreciated about 45·~ VI. the RBOC average of 31% and the SiP

. 500's 18% appf8ciation.
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( NYNEX

NYN-1521/B.."
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"N-7 .qz so... 10.71

Highlights:
10.04 Above; RaIsed
"SE .nd '9TE by
10.05 Each

Total Revenue. Grew
4.3% YlYj Operating
Expenses Up 1.'%,
Both In Line With Our
Fore~st

I

Strong Line Growth
Acceleration

Wlre/••• Contribution
Setter Than Expected

1

• NYNEX reported 40 EPS SO.55. including one-time items netting to a SO.33
one-time charge. Excluding this charge, NYNEX eamed SO.88. 50.04 above
our estimat•• SO.05 abow consensus and 12.8% above the year ago recumng
SO.78. Recurring EPS for 1985 totaled 53.28, up 9-/_ from 1994's recumng
$3.01. We raised our 1996 & 1997 estimates by SO.OS each to $3.55 (8.2-4
growth) and 13.85 (8.~% growth), respectively.

• Local .ervice rewnue grew 1.1% year-over-year, a .ignificant dec.leration
from 30'. 2.'7% as 40 wu impacted by $24 million in local rate reductions
(compared to only $1 million in 30). Total rate impact in 40. incJuding ton and
access rate reductions net of a decrease in required set-asides, amounted to
negative $16.7 mmion, slightly worse than 30'. $14.8 million. Normalized
operating expenses increased 1.9% yly, also in-lin. with our forecast
Maintenance & Support grew 5.4% VI. our forecast of 1.5% but -other"
operating expens.s grew only 8.ee4 VI. our forecast of 15-4. SG&A increased
by IeSI than 1% despite a S10 million yly increase in advertising expenses.
Normalized operating income incre..ed 11.8% yly. in tine with our fortcaSt
One-tim. items. other than the .peciaI pension enhancement charg. of 1226
million ($O.331sh). ofts.t each other. Normalized int.rest upenae at $110
million was $13 million lower than our forecast and accounts for about 10.02 of
the positive surprise VI. our estimate. Greater than expected contribution from
BANM (541 million VI. our forecast of S35 million) accounted for another SO.01
of the difference and the remaining $0.01 can be attributed to a lower than

"expected effective tax rate (34% VI. 35% forecasted)-

• NYNEX'. line growth eccellrated to 3.4%, 40 basis points better than our
fof'8CUt and 30's 3.0%. Residential lines grew 1.8% (equal to 30'. rate) and
bUlinua IInIt grew 8.7%, up to bais points from SQ', 5.8% growth. Access
minute growth accelerated 10 10.4% from 8.4% in SQ. Intrutatt access
minutll gmt 21A up flam 30', 16.5%. NYNEX continues to 'prepare for
intrall1a pmublctiptlon (bIgiMing in March 1996) with added promotions and
pricing 1nItiativeI.1ntrala1a toll rtY8nues grew 2.7% y/y. dllpite $1 1.! million in
rate lWductions, an inprovernent from the year-owr-yur dldinll of around
4% reported In the firIt ttne quartell of 1995. indicating that perhaps NYNEX
euatomIr mention initiatives aN working.

• On a combirwd bUiI. BANM added 383,000 .ubIcr'I»lI for an annualized
penetration gain 01 2.1%, abcM our tONCUt of 375,000 and 4QI4'. 338.000.
Subsc:rtbell grew 43.4% )Uf~r year to 3.38 milflOn for a penetration rate of
1.0%. Al'MnUli grew 27.3% ~ar-owr-yur due to a 14% yMr-over-yur
decinl in rewnul per 1UbIcriI:ler. ThiI dIcIinI is the result of lower rate per
minute roaming ag,..ments ruched by BANM with ••rvice providers along
thllIIt coast. On the poIitNe aide, and clearly reflecting the benefits of the
merger, operating cash flow more than doubled to 11" miUion from S85
-miHion in 4094. Operating cash flow margin improved to 44% from 24% in the
year-ago fourth. On. proportionate basis, BANM contributed 541 million to
pre-tax income (about SO.06Ilhare).

TIIeoom 8eMcu - Z3 FIbruary 1III
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Inve.tment
Conclusion

We COntinue to rat8 NYNEX'I Ihar8I 1-1-1-7. We raiHd our ,. eltimate by
SO.05 u the strong performance in 1HI giYu us gruter confidence that
NYNEX wiD be able to meet III goaJ of 7-10% long-term EPS growth. We believe
NYNEX W11 continue to participate in the expected upward movement of the
AIOC group, however WI ,.main tomewhat concerned owr the .hort·t.rm
perception impact of the wry pro-competition NgUlatOry .nvironment in N.w Vont
Oncfuding intrlJata dialing parity and pra.ublcription beginning in March 1896).

•
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{ Pacific Teles;s Ipl
PAC-$30 1/4

QRQ -- '"IIIIDI SIll SII6 SMA ~
"2·2.. 421 10.54 lO.a 12M

I

Highlights:
40 SO.01 Better Than
Expected; Lowering
'97E To Reflect More
pes Dilution

Toll Share Lo.s
St.bilized at 6%

Revenues Lowe, than
Expected, Operating
Expenses In-Line,
Lower Interest
Expense. and Tue.
Helped Bottom Line

• In a very messy and d1fficult to analyz. "0. Pacific Telesis {PacTen earned a
RECURRING SO.s.-/share. down 13% year-over·year. in line with consensus
and SO.01 above our estimate of SO.53. Full year recurring .amings totaled
$2...6. also SO.01 above our estimate. W. mad. no changes to our 1996
estimate of $2.50, but we towered our 1997 estimate to 52.35 from $2."7 as
we now expect PCS to be more dilutiVe than WI had foreeuted urtier.

• PacTel'. intraLATA toll share 1o.IIS appear to haveltveled off It 6%. but that
loll combined with a lignificant lag between usage stimulated by toll rate
reductions (elasticity) and the actual rate reductiON of S152 mUlion multed in
a 39.3% year-over-year decline in toll revenues. This decline was worse than
our forecast of 32%. Pacific Telesis i0oi11 approximat.1y 9 cents per toU
minute Ihifted to a COmpetitOr'1 network, but recovers about 2.8 centllminut.
(i.•.• only 31") in intrastat. access revenue (1." Ctntllt each end of the cal!).
Oespite the shift from toll minut., to access minutes (the latter incr....d
21.3% year-ov.r·year). intrastat. ace... revenu.. onty grew 3% ytar-over­
y.ar (normaliztd) due to abOut 545 '!'""ion in rat. cuts.

• The great.r than .XptCt.d decline in tOIl revenues ltd to I total flVenu.
decline of 3.1% yly, worst than our forecast of a 1.7% dtcline. Total operating
expense. declined '.0% yly (normaliZed>, in line with our fortCU1 and driYtn
by a 8.7-,4 drop in G&A. Normalized operating incornt decIintd 11.3% yIy,
worst than our fotteUttd decline of .....%. NormaliZed operating margin
dropped to 19.3% from 2".7% in 3Q and 21.1% in 40104, due primarily to the
incrustd IOfIwa,. uptnlt. Int.rut expense totaled only S82 million. down
$2S miUion lequentially due to I rKlassiflCation of InttreI1 charged on
construction to -other uptnIt- (111 million) cornbfntd with IcMw ratII.
Similarly, -other txptnst. incruHd by $44 million .equentially, partially due to
the recIuIJficatIan dtICad above ($I million) and an 51. million debt
refanancing ...... The tfflCtive tax rate was only 35.5%, lignIficantIy lower
than our 38% forecut due to yur..nd adjustments and investment tax credits
utiliZed during the quarter. Our model continues to IIsum. an effective tax
rat. of 38% going foIwan1

UneGrowth
Accelerated
Signlflc.ntlyand W••
Setter Than Expected

I Adjustment. to 40
Reported Earnings

• PacT" NPOfted lint growth of 3.0%. up 30 bull points from 30'. 2.7% and
bett.r than our tcnc.t of 2.1%. ,AtsJdtndaJ 1M growth waa2.1%. up from
1.1% in 3Q and bulineU 1M growth acetltrattd to ".1% tram .....% in 30.
PacT.1 residtntiallnt growth lI.tiII weI btlow the R80C awrage of 2.8% u
new home conatruetion continue. at an II time low in Cdfomia. AcctI.
minutes gl'lW 11% yIy, tQUIJ to our fontcast and in-Iine with 30. PacT.I's
ICCtII minute growth c:ontinutI at an abovt awrage rate u rwtail-priced
intraLATA toll minutes a,. being Jolt to AT&T, MCI, etc. that. in tum. boost
their usage of whoItIaIt-prictd ~t. acce.. minutes - growth for the
latter wu 21.3% yly, aile in lint with 3Q and indicating that .hart loss has
stabilized. Intrastat. accesl growth II 1110 ltimutated by .,.rIff arbitrag.- ­
i.... long distance carriers Ihlfting wage from 1.8 centllminut. int.rstat.

. aCCtss to , ... cents/minute intrastate access.

• Custom.r Operations & Seling Expens. (CO&SE) was undel'ltated by $33
million due to the NY'l'Ia' of expens.. for a CPUC mandated consumer
.ducation program that PacT.1 accrued in the third QUln.r. 'ThtI'8fOrt WI are .

Telecom seNiOJl- 23 '*'-'Y 11M '1


